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I. STATE:t'IENT OF QUALIFICATIONS

3 Q. PLEASE STATF. YOUR NAIIE, TITLE AND BUSIisIESS ADDRESS.

4 A. My name is Aaron L Rothschild. My title is President und my business address is I 5

5 Lake Road, Ridgcftcld, ( I'.

6 Q. BY iVIIOtt1 ARE YOU EilPLOYED AND IN iVHAT CAPACITY".

7 A. I am President of Rothschild Financial Consulting.

8 Q. PLEASF. STATE YOUR EDUCA'I'IONAL ACHIEVEivIENTS AND

PROFESSIONAL DESIGNATIONS".

10 A. I have a B.A. (I 994) degree frotn Clark University in mathematics and ait M.B.A. (I 996)

lrom Vanderbilt I Jniversity.

12 Q. PI.FAStF. DFSCRIRF. YOUR BUSINESS EXPERIENCF..

13 A. I provided ltnancial analysis in the telecom industry in the United States and Asia Pacilic

14

15

16

17

18

19

20

from 1996 to 200 I, investment banking consulting in Net« York, complex systems

scicncc rcscarch regarding the power sector at an independent research institute and I

have prepared rate of return testimonies since 2002. Xly business cspcricncc includes

providing expert tvitncss sert iccs to thc ('alitornia Public Advocat«s Oftt«« to «valuat«

thc linancial lt«alth. basic operation. tvildltr«cost rccot cD, and organizational

culture/governance ol gas and electric utilities ll. l 5-08-019). including ct aluating I'aciltc

(hta and Electric bankruptcy restructuring& plans . See Eshibit AI.R-I for my r«sumo.
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1 Q. HAVF. YOIJ PREVIOUSLY fESTIFIFD RFFORE TIIIS COit)DIISSION, OR

2 0TH F R STATE COM)) I I SSI Oitt S? IF SO, tVI I ICI I CO M WI I SSI(J:t)'S?

3 A. I haec testified in over 50 cost of capital proceedings belore the lbllotving state

4 commissions: California. Colorado. Connecticut. Dclatvarc. I'lorida. Xi'etv Jerse)

5 Maryland, rVorth Dakota. Pennsylvania and Vermont. Scc Exhibit AI.R-I I'or the list of

6 dockets I'or each of my testimonies.

7 Q. 0:tf tVHOSE BFHAI.F ARE YOU PROVIDliv(m THIS TFSTlillONY?

8 A. South Carolina Department of Consumer Atluirs.

9 Q. WHAT IS TIIE I URPOSE OF YOUR DIRECT TESTIMO'NY Ilti TIIIS

10 PROCFFDIWG?

11 A. Thc purpose ot'y testimony is to provide my rccommcndutions u) thc Public Service

12

13

Commission of South Carolina ("Commission"J regarding the appropriate cost of equity.

capital structure and overall cost of capital for Blue Granite Water Company (-BG WC").

14 II. SIJ)1111ARY OF COiXCLUSIO!tiS

15 Q. PLFASF. SUMiIARIZE YOUR TES I'libel(JltiY.

16 A. I recommend the folio)ring tor B(J))VC I'or its tvastetvater opemtions:

17

19

20

~ An overall cost of capital of 7.18%

A cost of equity of 8.72%

~ A capital structure containing 5 I.04% colnlnoll ctlutty allti 4g.96% tieht

A debt cost rate of 5.5g%

21
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1 Exhibit ALR 18

2 Q. I'LFASF. CO'1IPARE YOUR COST OF CAPITAI. RFCOsrDIFXDATIO:siS TO

3 BO1VC'S RFQIJFSTFD COST OF CAPI I'AL".

4 A. 'fhc primary reasons Mr. D Ascendis and I rccomtncnd a diffcrcnt cost of equity for

10

13

BG'rVC is because hc includes a group ol 14 "non-price regulated" compttnies in his

analysis. I do not include thcsc I 4 companies in my cost ol'equity calculations because my

analysis (Scc Section IV) res eals they are not comparable in total risk to water utilities. as

Mr. D'Ascendis claims. In particular, these non-price regulated companies are not

comparable to thc veatcr utilities vve use in our cost ol'equity calculations'. In lact. my

analysis shoves that the non-price regulated companies arc signitrcantly riskier than thc 6

«'atcr utilities.

Mr. D'Ascendis cost ol equity recommendation vvould be 9.8%-10.3%". il baserl

on the 6 water companies exclusively.

' use 5 ol'the 6 water m&mpanies used by Mr. D'Asccndis.
-''Ascendis Direct Testimony. pa ed. Table ib 9 8% = as crag«ol 9 03%. 10 39% and 9 91%. 10 3% = 9.0%+
0.5% "Business itisk Adjustnrcnt".
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As shotvn in Table 2 below. Mr. D Ascendis and I recommend the same cost of

debt (5.5h%) and thc same capital structure (common equity 51.04% and 48.96 debt%).

Our cost of equity recommendations are dill'erent. hot&ever. My 8.72% cost ol'equity

recommendation results in a 7.18% overall rate of return. !clr. D Asccndis'0.2%-10.7%

cost of equity recommendation results in an overall rate of return of 7.94%-8.19%.

As shovvn in 'I'able 3 belotv. il'my 8.72% cost ol'quity is used u& set rates I'or

BCrtVC the rate of return portion of thc rcvcnuc rcquircmcnt vvill bc about $6.6 million.

On thc other hattd, if Mr. O'Ascendis'0.2% to 10.7% cost of equity recommendation is

used to set rates the annual revenue rcquircmcnt &vill be bctvveen about $7.4 million and

$7.7 million. If Mr. D'Asccndis rate ol'eturn rccommcndations arc adopted instead of

mine consumers &vill pay bet&veen $0.77 million &and $ 1 million more per year.

14
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Inputs:
Based on following imputs: Rate Base(Proposed)

Federal income tax rate

State income tax rate

s 76,180,847

2Lost

S.OSS

'Application of Blue Granite water company for Approval to Adios t its Rate schedules and Increase Rates

Schedule C, page t of 7

2 Q. PLEASE SUtr13IARIZE HOLY YOU DETERIIINEI) YOUR 8.72% COST OF

3 FQUITY RFCOiIMFXDATION.

4 A. To arrive al my recommendations. I applied the llollowing thrcc models to a prosy group

of 6 publicly traded svatcr companies (-RYater Prosy Group" ):

~ Constant Grovvth Discounted Cash Flovv!v1odcl (-DCF")

~ Non-Constant Grrowth DCF hlodcl

~ Capital Asset Pricing Model (-CAP)vf')

10

12

My constant grosssh DCF model is used by major linancial institutions. J.P. Xforgan

Chase uses thc sustainablc grotvth form of the DCF method, as I do. in its 2019 Lon -Term

Capital sr Iarket Assumplions publication . Frinciifles of Corporofe Fyrtorrc'e. a leading

financial textbook used in business schools around the svor)d. recommends using thc very

'3rd Annual Edition, Long-Term Capita! Market Assumptions - Time-tested projections to huild stnxt cr
portfolios. pp. 62-63.
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same method I usc to calculate the cost of equity for rcgulatcd energy utility companies .

tVIy CAPM is based on methodologies used by Value Line. the Chicago Board of Options

Egchange (OBOI'.) and published in peer-revicsvcd academic journals (c.g. I'hc Revietvol''inancial

Studies).

I have detcrmincd that the cost of'quitv for the average company in thc Water

Proxy ('iroup is 8.75%-'. I recommend a 8.72% cost of equity for B(iW(: because it has

less ttnancial risk than the companies in my Water (iroup because it has more equity in its

capital structure. This 8.75% result is above thc average ot thc high-cnd rcsulks ol'my three

cost of equity models). As shotsn in Table 4 below. the high-end results ol'my three cost

of equity models range bctwccn 6.96% and 9.68%, averaging 8.75%. The lotv-end results

of my thrcc cost of equity models range between 5.72% and 8.34%. averaging 7.46%.

I&fcalc&. Md&cr. and Allen (2017). principles ol'Corporate finance, 12th Edition, &dc(ifatt-Hilt lntin. Nett York.
page 86-87
'shibit ALR 2.

Ihid.
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1 Source: Exhibit ALR 2

My 8.75% cost of equit& reconuncndation is above the average ot'my high-end

3 results (8 47%) primarily bectntse this Commission expressed concent in BC!WC'» 2017

4 rate case (Docket No. 2017-292-WS) regarding its sire. In Order No. 20 I 8-345(A). this

5 Commission stated —...there is no dispute that [BOKVCj is sigttittcantly smaller tllall tts

pl'oxv'roup counterparts. and. therefore. it ltlay present a higher risk.".. 97

7 (P. PLEASE I'ROVIDE A SUWD'IARY OF IIOIV XIR. D'ASCFtVDIS'FSTIXIONY

8 COWIPARES TO YOUR TESTIMONY, XIAJOR FLNANCIAL INSTITUTIO. iS

10

AND RECENT DECISIONS IN IVATFR UTILI'I'Y RATE CASES YOU HAVF.

RFFN INVOLVED IN.

11 A. My direct testimony explains that Mr. O'Ascendis' 0.20 10.70% recommendation is

12 above (I) return expectations indicated by market data (c.g. stocks. bonds. options), (2)

Page 14.
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relurn expectations published by mqJor tmancial institutions. and (3) allowed returns in

tvater utility rate cases in tvhich I have filed testimonies.

'I'l)c following ttvo components of our illlalyscs lcd to our difierent cost of equity

recolnlnclldations:

10

12

13

14

15

16

18

19

20

21

l. ivlr. D'Ascendis cost of equity recommendation (10.20% 10.70%) is hosed. ill

part, on thc results of applying his cost of equity models to non-utility companies

(14 &Non-I'rice Regulated Companies). Both ol us applied our cost of equity models

to the same 6 tvatcr utilitics. My 8.72% recommendation is based only on these 6

xvatcr utility colllptllltcs. hotvcvclx

2. islr. O'Asccndis concludes th&nt imcstors cxpcct stock rctums over bonds (risk

premium) will be 10.03%. I calculated a risk premium of 9%.

Ivlr. D'Ascendis claims that his Ntm-Price Regulated Proxy Group is comparable

to the 6 water utility companies (Utility Proxy Group). They &are not. 'I'hcrcforc. his

cost ofequity results based on applying his cost ol'equity models to this group of non-

utilities should be removed from consideration. In BGtVG's last rate case (Docket Ixo.

2017-292-RVS) this Commission I'ound that "Mr. D'Asccndis'on-price regulated

proxy group more accumtcly rellects the total risk faced by price rcgulatcd utilities and

JHG'tV('J."" I tvas not involved in those proceedings alld I do not have an opinion on

this Commission s decision at that time. In this proceeding )sir. D Asccndis'Non-Price

Regulated Proxy Group consists ol a different group'f companies. Additionally,

market conditions likely have changed. at least to some degree. since 2017. As

s Docket No. 20 i 7-292-WS — Order No. 2018-235(A). &Stay 30, 20 i 8, pa c id.
Some of the companies are the same in bath proxy groups.



ELEC
TR

O
N
IC
ALLY

FILED
-2020

January
23

4:27
PM

-SC
PSC

-D
ocket#

2019-290-W
S

-Page
11

of28
Direct Testimony nf Aaron I.. Rnthschild Iiockct Su. 20 I 9-290-TVS

discussed belosv (Section Vl.). current stock and option price data indicate that the

companies in Mr. D'Ascendis Non-Price Regulated Proxy Crroup are signiticantly

riskier.

As showTI in Table 5 belotv. Mr. D'Asccndis'0.20% to 10.70% cost ofequity

recommendation is considerably higher than return expectations (5.25-8.75%)la

published by major banks and brokeritge houses.

Snufce\r

Ill Mr. 0'Ascendis'irect Testimony, page 4

12I charles schwab - why Market Returns May Be Lower in the Futwe, March 6, 2016.

I31 Lp. Morgan Asset Management - Long Term capital Market Assurnpbons, 2019 Annual Editron, page 65.

The return cxpcctations published hy Charles Sclnvab and J.P. Morgan are based

on their otvn lmancial tnodcls. 1 provide the data shotvn in 'fable 5 to shotv that major

Itnancial institutions are telling their clients to expect lotvcr returns on their invcstmcnts

than thc cost of equity proposed by 1vlr. D'Asccndis. Charles Schtvab and .I.P. Morgan'

published return expectations arc for the overall stock market. Mr. D Asccndis'ost of

equity recommendation is for a regulated utility company. lt is unlikely that intcstors

svould expect to earn a higher return on equity Ior a cost ol'ervice regulated utility

company than thc overall stock market.

Includes ekpccted returns I'rom selected emerging nkarketc (S.OO-S.TSso).
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!vtr. D Asccndis'0.20% to 10.70% is not consistent svith allosvcd returns in recent

proceedings I lutve testittcd in. In 2018 I lestilied on beh tlf of the Oflice of Consumer

Advocate (ORA)" in Calil'ornia's Water Cost of Capital Procccding. On ) larch 22. 2018

the California Public Utilitics Commission authorized a retunl on equity (ROE) of bctsvccn

8.90% and 9.20% Ior the I'ollovving California Class A svatcr utilitics (l)ccision 18-03-

035):

10

~ 9:20% - Calit'omia Water Service Company (A 1 7-04-001. 17-04-001):

~ 9.20% - California American (Vatcr (.'ompany (A17-04-001. 17-04-002):

~ 8.90% - Golden Slate Walcr Company (A I 7-04-001. 17-04-003):

~ 8.90% - San Jose Water ('ompany (A I 7-04-001. 17-04-006). 2

12 III. CAPITAL STRUCTURF., COST OF DEB'I'ND OVERALL RA'I'E OF RETURN

13 O. WHAT CAI ITAL S'rRUCTURF. nn VOU RFCOXIXIFNn ANn XVRV".

14 A. I recommend using 13(iWC s requested capital structure consisling ol'51.04% equit& und

15

16

48.96% debt because it is consistent svith capital structure ratios used by other rcgulatcd

vvatcr companies.

17

18

" Rentaned the "Public Advocates Onice" in 20 l9.
'-'PUC Press release. CPHC SFTS COST OF CAPITAL FOR LARGE tVATER COMPAtstFS, March 22. 2010.

10
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1 IV. COST OF EQUI1'Y IN 1'OIJAY'S I'INANCIAL AIARKE I

2 Q. IIOIV l)OES YOUR COST OF EQUITY RECOill&IEiVDATION RELATF. TO

3 THF. CURRFtNT FIVAVCIAL MARKET?

4 A. 'I'hc United States'conomy has been experiencing high stock prices, low unemployment.

10

12

13

14

15

16

17

18

19

20

rettsoililble global growth. Iosv bond yields. and lotv intlation cxpcctations. According to a

recent J.P. lvlorgnn Asset Management report. "[t]his S8.P bull market i» the longest on

record. tvith trough-to-peak gains almost ttvice the bull market aterage ol the lust 50

years..."'hese favorable economic conditions have led to high market-to-book ratios for

utility stocks tvhich indicutes the cost of equity for utility companies i» decreasing. Rates

should bc sct in this proceeding based on the current low cost ol'capital cnvironmcnt and

re-evaluated should conditions change in the future. Since the beginning ol"2018. national

tmde policy has added some risks to comp mies svith exposure to international markets.

Ilotvever. regulated svater compallics have limited exposure to lhe adterse cl'Ibcts of a

possible trade war. In filet. regulated tv;tter companies present un opportunity for investors

looking for a vvay to shed trade policy risk.

'I'he current capital markets indicate that an 8.72'/tt return on equity lbr investing in a

regulated utility company is sutTtcicnt to raise capital. Interest rates remain lotv by

historical standards (scc Chart 5 on page 20) and yield spreads are low (scc Chart 6 on page

21). Lotver than average yield spreads indicate a cost of equity lower than thc historical

ttvefagt.. It i» important lo consider the resulls ol'my cost of equity models (e.g. DCF and

's J.P. Morgan Asset Management — Long-Term Capital Xtarket Assumptions, 2019 Annual Ldition. pane G-.

11
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CAPM) in thc context of current Irnancial market conditions as I'ollovvs:

10

12

I. Stocks are cxpcnsivc. As the SAP 500, Dovv Jones Industrial Avcragc and other

stock indices increase, investors are paying morc for the same earnings. including

for utility stocks. than thc avcragc of thc past 10 years.'" indicating that the cost ol

equity i» Inner than the historical average.

2. Interest rates are lnw. Interest rates are near historical lovvs (see Chart 3) and the

Federal Reserve cut interest rates on July 31. 2019. The market expected this rate

cut. In I'act investors expect there is a chance of another rate cut in 2020. Futures

market data indicates that market prices rellect investor expectations regarding

Federal Reserve policy and, therel'ore. there is no need to usc Blue Chip interest

rate I'orecusts as a proxy I'or the risk-free rate in a CAPi%1 as B()WC vvitness has

13 done.

14

17

3. Credit spreads arc lose. The spread between the yield investors demand to

purchase U.S. Corporate Bonds and U.S. Treasury bond» (sec Chart 6) remains at

near all-time Iovvs since the last financial crisis of 200g/2009. Low credit spreads

support a cost ol'equity as low. or lower. than at any other time since the financial

18 ct't St s.

20

21

4. Volatility expectations. As ol l)ecemher 31, 2019. thc lviarket Volatility

Index(-VIX") is at relatively Iow Icvcls. 'I he VIX is a market indicator that allovvs

us to see vvhat investors expect volatility to be in thc future.

n As nf Decemher 3 I, 2019 the SdP 500 has a Price ro earnin s mrin(nver 24) nearly roice the averaee (15 70)
since 1$ $0.

12
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A» explained belotv. these factors indicate thc cost of equity remains ut historically

love levels.

SrncAs Price Trends

4 Q. IVHAT, IF A:q YTHli5iG, DOES TIIE STOCK r~IARKET DATA Iran'DICATE VVITH

5 REGARD TO TIIE COS1'F EQUITY".

6 A. As stock prices have increased signilicuntly in recent years. the price-to-earnings ratios

have lllcfeascd as tvclk 'I'his indicates that the cost ol'equity may be decreasing along tt ith

the higher stock prices. As shotvn in Chart I belotv. stock prices I'or the SikP 500 and the

tvatcr Proxy Group have increased signiltcantly in the past four plus years since BGttVC

ttlcd their last rate case in 20 l 7. The tvater Proxy Ciroup has increased by 38.33% tvhile

the Stkp 500 has increased by 22.98%.

Chart 1: Water Proxy Group Portfolio Performance vs. 'SPX'ovember

2017 - December 2019
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8. Inreresr Rrrres

2 Q. DO INVESTORS EXPECT LONG TER))rI V.S. COVERN31ENT IIONI) YIFI.DS

3 TO STAY A'I'HFSE LOYV LEVELS'.

4 A. Yes. Despite raising thc fcderul 1'unds rate nine times since 2015. yields on long-term U.S.

government bonds (2.39% as ol'ecember 31. 2019) have nol increased since the Federal

Reserve began raising rutes in Dcccmbcr 2015. See Chart 2 bclovv.

CHART 2: 30-Year U.S. Treasury Yield
Jan 2015 - December 2019

DEC 17 2015: FED Began raising rates
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As shotsrt in Chart 3 bclosv, yields on 30-year U.S. Trcasurics remain lotv by hisn)rical

10 measures:

14
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CHART 3: 30-Year U.S. Treasury Yield
Feb 1977 - December 2019

11 00
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2 Q. CAitl YOU PLI'.ASF. PUT TIIE CURRFNT liNTEREST RATE ON 30-YEAR U.S.

3 TREASURY BONDS liNTO HISTORICAI. PERSPECTIVE7

4 A. Chart 3 above shotcs that the yield on 30-year U.S. Treasury bonds has been in a long-term

dotrmrard trend since thc trcry carly 1980 s tchen the annual yield peaked just below 14%.

As of December 3 I. 20l 9, the yield on 30-& ear 'I'rcasury bonds remains at the historically

7 low yield of 2.39% that has persisted since thc middle ol'20 I 5.

8 Q. I'LEASE CO&13IENT ON HOtV RECENT ACTION TAKEN BY THI'. FI:Dli:RAL

9 RESERVF. TO RAISE TIIE FEDFRAI. FUNDS RATE RELATES TO THF. BOND

10 YIELDS SIIOtVN IN CHARTS 4 AND 5'.

11 A. The yields on 30-year U.S. Treasury bonds are market-based and therefore retlcct

12

13

investors'xpectations. Since bond prices and yields arc invcrscly rclatcd. an investor who

expected long-teml interest rates to increase soon trould not purchase 30-yc'lt'.S.

15
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1 'I'rcasurics because they tvould lose money. In a liquid market like those I'or 30-year U.S.

2 Treasury bonds. thc yield rctlccts interest ntte expectations of the markctplacc. 'I'hc current

3 yield on 30-year U.S. Treasury bonds is based upon a trial'kct tvith ins cstors svho arc at«are

4 of the conunents by thc Fcdcral Reserve. In illttr«h 20I9. the Board of Governors of thc

5 Federal Reserve voted to maintain thc target I'ederal I'unds rate ut 2.25 - 2.50%. The

6 Committee stated the I'ollotving:

7

8

9

10

In light of global economic and Itnancial dcvclopmcnts and muted inllation
pressures. thc Committee vvill be patient..."

Recent Fcd-funds I'utures indicated that investors bclicvcd thc Fcdcral Rcscrvc mat

11 cut rates in 2020.

12 It is important to recognize that «urrent long-term interest rates represent a direct

13 observation ol'investor expectations and thcrc is no need to usc "cxpcrt- lorccasts such as

14 Blue Chip to dctcrmine the appropriate risk-free rate to use in a CAP%I analysis or mty

15 other «ost of equity calculations.

16 Q. DO YOU KNOW WHAT IVTEREST RA'I'ES WILL HL'tV 'I'IIE FU'I'Ukly!

17 A. iVo. As noted above, Jerome Posvell. thc I'edcral Rcscrvc Hoard Chair. has said -tvc will

18

19

20

be patient." regarding changing thc I'ederal I'und rate. hul, he explained. that the Federal

Reserve is "alvvays prepared to shit't thc stan«c ol'policy.-'" He emphasized thc uncertainty

surrounding forecasting thc economy and the ltnancial markets in a 20UI speech. stating:

21
22

You could imagine narratives in which that [fore«astJ svould make sense, hut
honestly. I tvouldn t pul too much on

that.'-'ederal

Reserve Press Release, May I, 20ttJ.
"-Potvell sa&s Fed 'trill be peti«nt'rith monetary policy as it tvatchcs hose cconotny performs". Ctgtst'. January d.
101tt.
""I:ed Raises Rates and Si"nals Faster l'ace in (:owing Ycttrs" Thc Wall Sttcct Journal March '. 018.

16
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1 Many economists and I'orecasters )vill continue to bc quoted in thc press prognosticating

2 on possible dcvclopments thai are truly unpredictable. The Nobel Laureate Economist

3 Daniel Kahneman stated thc follovving regarding forecasting:

It is )vise to take udmissions of uncertainty seriously. but declarations ol'high
conlidence mainly tell you that an individual hus constructed a coherent skin: in
his mind. not necessarily thai the story is true.'"

Kahneman also lound tlutt the tmding industry is based on an -illusion ol'skill.-'G1VC

s ltctual cost of capital is based on thc current capital markets..'vlore

10 fundamental to economic regulation, a market-based cost ol'quity is consistent ivith

ratemaking principles.-'2

Q ARE YOU A1VARE OF STUDIES THA'I'AVE SHOIVN THE CHALLE) i(rES

13 OF FORECASTING FINAtNCIAL 'AIARI(FTS?

14 A. Yes. A Duke Univcrsitv studv demonsimted that U.S. linancial esecutives ivere over-

15 conlident in their ability to predict Itnancial markets. Thc (.'hicf Financial Ofttcers I(.'FOs)

16

17

18

19

20

21

in the study estimated the returns of Standard and Poor's lndcs over thc following year.

'H)c 80% conltdcnce interval provided by the CFOs contained only 33% of the realized

returns." The correlation bet)veen their estimates und the true value of returns «as slightly

less than zero.

An additional study conducted by ivlcKinsey and Company to de)em)ine the

accuracy ot analysts earnings forecasts found that the analysts )vere overly optin)istic.

" Daniel Kuhncman, fltatlat)r Easr and Slotr (Netv York: I:arrar. Straus aod Girous. 20 I I): 2 I 2.
ls ld
rn The U.S. Supreme Court io the )rope and BltteJfelr) cases, established that the cost nf et)nits shuuld support u
utility's credit. enable raising money, assure linanciul stiundncss nnd "bc colttlttcnsumtc uith retunts on investmeuts
in other enterprises having corresponding risks."
'tzhak Ben-David, John R. Graham. Carnpbcll K. I htrvc),,tlnnagerinl,'lfiscttft)trrrlinn, Juli zt)10, pugc 30.

17
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1 slotv to revise their forecasts. and prone to making increasingly inaccurate forecasts during

2 economic dotvnturns. isriorcovcr. as indicated by P/E (price/eramings) ratios, lhe investors

cxpcctatlons Iverc nlol'c conservative.

4 Q. HAVF. THF. BLUE CHIP IN I KRES'I'-RA'I'E FORECASTS BEEN ACCURATF.".

5 A. No. As Chart 4 bclotv shoavs, Blue Chip Financial forecasted in 20 I 2 that 10-Year ll..i.

Treasury bonds Ivould bc over 5% by 2018. Ivhen they are actually under 3%.

CHART 4: Dec 2010 Blue Chip Financial Forecasts
Vs. Actual 10 Year U.S. Treasury Yields
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0.02

0.01

0
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10

The time covered in Chart 4 Ivas chosen to provide 0 concrete csample. Blue

Chip s interest rate forecasts have been persistently inaccurate for decades. A rcccnt paper

published by thc Congressional Budget OAice determined Blue Cltip consensus I'orccasts

~ stare 1 t. Goedhan. Rishi Raj and Abhishek Sasena. Er/Idrr .lani&scc Sriii ruv brrilis/I. Sprin 2010. pa c 14.

18
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1 exhibited -si&&niticant positive bias" bcttvccn lqg4 and 20l2 and "have become more

2 biased and less accurate over

time."-'.

Lnw Credi/.S re/tris

4 Q. SVHAT DO I.OSV U.S. TRFASURY YIELDS IIEAX FOR TIIE COST OF

5 EQUITY?

6 A. Historical market data indicates that a losv interest rate environment. like sve have notv,

10

12

indicates 0 lovv cost of equity. Chart 5 belotv shotvs that as interest rates decrease. the yield

credit spread bctsvcen I3aa rated corporate bonds and U.S Treasury bonds. tvhich is a proxy

for the cost ol equity. has remained relativity stable (except I'r the great recession). This

charl indit:ates that the cost of equity decreases as interest rates decrease because the extra

yield investors demand to purchase Itaa. Corporate bonds. and equities. is over 0 lovver

-risk free"-'ate of return.

'id Treasury Debt lvlarkets Anticipate the Persistent t)ecline in Long-Terat Interest Rates"., Con rcssional Bud ct
OtTtcc, Eduard hk Gatnbcr, pa e 2. This papercan be found at: hnps //untvcbogovhystcm tiles'l lgthcongrcss-
20 I 7-2018avorkingpaper/53153-intcrestratcsu p.pdf'he return on invesmtents tvith no chance of loss. For example, shurt-tcntt LI.S. Government bonds virtualb risk-
I'rce rate because the U.S. Government can print money to avoid default.

19
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CHARTS: Baa Rated Corp Bond Yield -10-Year U.S. Treasury Yield
Jan 2007- December 2019

S.OO

3 GO

0
0 0 0 0SSSS

0 I 0
SSSSSSSSS

0 0

0 Rl

a s II I 5 3 5 5 5 o- o- 0 0 0 0SSSS
0

0 0
0 0 0 0

0
0 0 0 0SSSSSSSSSSS

00 0

0 0 0
S9 5a

0 0 0 II

SSSS
tl

a
0 0

D. Vnlatilitr Fv ectatinas

3 Q. 1VHAT IS YOUR BASIS FOR CI,AIiIIV'C; Tl IAT IVVFSTORS VIE%'HF.

4 IVIARKETS AS LFSS RISKY?

5 A. Thc lvlarkct Volatility Index ("VIX") is a mltrket Indicator thltt allows us to see what

10

investors expect volatility to bc in thc future. Volatility. uncertainty. and risk arc

synonymous. Therefore. thc VIX index can be a saluable tool to dctcrtninc investors'ssessment

of thc riskincss of linancial markets. This is a more direct route than tn ing to

monitor world events, analysts'orecasts and surveys. This direct route has not tmly

proven to be more accurate than forecasts and interpretations. but is also aligned tvith thc

principle that thc cost of capital is a market-based concept.

12

20
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1 Q. PLEASE EXI'LAIix&'URTIIER trVIIAT THF VIX Ix&DEX IS AIR D HO1V IT IS&

2 FSTA8L ISI I ED.

3 A. The Chicago Board Options Lxchangc ("CBOE-) VIX is based on options on the S&8:P 500

Index and reflects the market consensus cxpcctcd volatility in the Sk.P 500 over the tlcst

5 30 days on an annual basis. It is sometimes kno«at as the "Ii.ar index."

6 Q. iVHAT IS THE XIARKET I'RICE OF THF. VIX CURREta&TLY A'.AD HOiV DOES

7 TIIIS COXIPARF. TO PRICES DURIXG THE GRFAT RECESSIOV".

8 A. As of December 3 I. 2019, thc VIX Index 1'vas trading at I 3.78. indicating that investors

10

12

cxpcct atl annualized change of 13.78% over thc next 30 days. At the height of thc tmancial

crisis in 2008. thc VIX Indcs was trading at over 80, indicating that investors expected an

annualired change of over 80% over thc same 30-day period. As can readily be seen in the

chart below, the VIX Indcs is signittcantly Io«er than it «as during the linancial crisis and

is nearing prc-crisis levels.

CHART 6: VIX Index Jen 2007- Oecemher 2019

ne&emee& 31: 13.3$

14 I/I/I Uwe I/vxm vv vv I U /m/ Vr .I I/I/ IV VU VUVI& VIU IIU
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1 V. COST OF EQUITY CALCUI.ATIO, i

A. O&ervfe&t'.

PLEASE PROVIDE YOUk DEFINITION OF THF. COST OF CAPITAL.

4 A. Thc cost of capital is the return investors require to provide capital to BG1&&rC based on

current capital markets. &Vly cost ol'equity (-COI- ) rccommcndation is my opinion of thc

return insestors require to provide equity capital to BG1VC based tm current capital

markets. My recommendation is consistent tvith thc follotving legal standards sct by thc

(Jnitcd States Suprcmc Court set for a fair rate of returm

9

10
11

12

The return to the equity otvncr should be commensurate w ith returns on investments
in other enterprises having corresponding risks.-

And

13

14

15

...sufticient to...support its credit and...rase the money necessary for the prt&pcr

discharge of its publicduties.-'6

17

18

19

20

21

22

Because thc cost of equity is not a published ligurc like a bond yield. some

interpretation is rcquircd to determine the appropriate market price. My cost ot equity

recommendation is based on my computation of tvhat the market indicates investors require

(return on investment) to provide capital to cotnpanies tvith comparable risk to BGWC.

As esplained below. I use current market prices (e.g. stocks. bonds, options). tvhich

measures investors expectations directly. instead of relying solely on historical data and

allalyst torecasts.

23

Fedeml Potvcr Cnmmission v. Hope Natuml Cias Compan) ( 1 ') t)) 3 0 U.S. 59 t, 6&03.

ittuctictd Vvatcr tvorks 8: improvement Company v. Public Service. Commbsion of the State of Virginia ()923)
262 U.S. 679. 692-693.

22
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A cost of equity based on market prices (market-based) is superior to d cost ofequity based

on historical data (non-market-based) for ttvo reasons:

~ The cost ofequity that BGWC ltas to pay investors is based on capital markets. Intcrcst

rates rctnain at historical Iotv levels after a persistent dotv7ttrend since the early I qgOR

(see Chart 3 above). It is possible interest rtttes tvjli increase. hut it thc marketplace

cxpcctcd intcrcst rates to change. then that tvould already be part ol current prices.

~ Capital markets are unpredictable. Regarding capital markets'npredictability.

invcstmcnt guru ttVarrcn 13uftct recently gave the foilotvjng advice to investors:

10
11

12

13

-'I'hcy should not ljstctt to a Iot of thc jabbering about vvhat the market is going to
do tomorrotv. or next vvcck or nest month because nobodv knon a."-nt

Research, vvhjch I «jll present later in my testimony. supports Ivlr. BuITet s advice

16

17

18

19

20

to investors and my opinion that the cost of equity should be based on current capital

markets. Current capital markets are our best source of investors'spcctations regarding

future capital markets.

Current market prices of stocks and bonds rellect investors''orccasts for long-tentt

interest rates and capital markets in general. II; indeed. investors in aggregate should be

cspecting an increase in interest rates. adding a separate factor for this on top ol tvhat is

already indicated in market prices svould amount to a double-count.

21

-'Bg Ness Hour. June 26, 2017. Part I — America should stand for more thun inst nealth. says Prarren BUITctt.

23
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1 Q. IVHICH COIIPAiXIES DID YOU INCLUDE IN YOUR CO311'ARABLE GROUP

2 OF UTII.ITY COinclPANIES TO DETERMINE YOUR COST OF EQUITY

3 RECOiDIENDATIOr I'I

4 A. I included the I'ollovving (i utility conlpanies. referred to as the 1Vater Prosy Group: (I)

5 American States lrVatcr. (2) American tVatcr lrVorks. (3) Aqua America. (4) ('alifornia

6 Water Scrvicc (Jroup, (5) Xtiddleses rrVatcr Company. and (6) York tVatcr. Vlr.

7 O'Asccndis IJtility Prosy C!roup includes 5 of the 6 svater companies in my Water Prosy

8 Crroup.

9 Q. HOtrV DID YOIJ ARRIVE AT YOUR COST OF FQIJITY

10 RFCOAIMFNDATIONS?

11 A. I used both a constant grossth and non-constant grunch Discounted Cash Flocv (-DCF")

12 method. !vly constant grossth DCF method determines grouch based on thc sustainablc

13 retention procedure. My non-consltmt grovvth method is based on cstimatcd dividend

14 grosvth for the nest 5-& ears and capital gains. Additionally, I used a Capital Asset Pricing

15 IVIodci (-CAPS l") based on current market data. Later in my testimony. I esplain the theory

16 behind both thc DCI'nd CAP!vl methods.

17 B. Disr'rrrrnferl Conic Flow

18 Q. IIOVV DID YOU ARRIVE AT YOUR DCF-BASED COS'I'F FQUITY

19 RECO&13IF NDATION?

20 A. I used the constant grossxh form ot thc Discounted Cash Irlosv (-DCF") method that

21

22

dctcnnines gross1h based on thc sustainablc rctcntion grouch procedure and a non-constant

DCF method. My constant grossth form DCF analysis indicates a cost of equity rangeol'4
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1 bcttvccn 8.34% and 8.76% for the Water Proxy (iroup.'hc results of my non-constant

2 DCF method indicates a cost of equity of bcttvccn 5.72% and 6.96% for thc Water Proxy

Group. Based on these results from my constant grouch atld non-const'lilt gl'oxvtll DCf'

methods. I concluded that an 8.76% cost of equity I'or the rVater I'rosy (il'oup is

5 conservatively high. l rccommcnd an 8.72% cost of equity for BGrrVC bccausc. based on

6 its requested capital structure. it has slightly less lmancial risk than mv KVater Proxy Group.

7 Q. VVHAT IS THE DISCOUNTED CASI I FLOIV WIETI IOD".

8 A. The DCF method. is all approach to dctcmtining the cost ofequity. The method recognires

9 that investors purchase common stock to receive luturc cash payments. These payments

10 come from: (0) current tutd future dividends. and (b) proceeds from selling stocl . A rational

11 inxestor xvill buv stock to receive dividetlds allel 'to tlltimatelv sell the stock to another

12 inxestor at a gain. The price the nexv oxvner is ivilling to pay for stock is related tu that

13 buyer s expectation of future llorv ol dividends and the future cxpcctcd selling price. Thc

14 value of the stock is thc discounted value ofall future dividends until the stock is sold plus

15 the value ol'proceeds from the sale ol the stock.

16 Q. HAVF, INVESTORS ALWAYS USED THE DCF 'tIFTHOD7

17 A. While investors tvho buy stock have ahvays done so for future cash llosv. the DCF upproach

18

19

20

ftrst appeared in the 1937 Harvard Ph.D. thesis of Joint Burr rrVilliams titled Tire Theru3 of

Inrcsfrrrenf l'alrre. Author Peter I.. Bernstein once stated. Williams model for valuing a

security calls lor thc investor to make a long-run projection ofa company s future dividend

-" See Exhibit ALk 2.
n See Exhibit ALk 4.

25
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payments... The Williams DCF model scparatcly discounts each and every Iuture

2 cspcctcd cash llosv. Dividends and proceeds I'rom the sale ol'stock are the expected cttsh

3 llovi's. Its accuracy is therel'orc unalTcctcd by non-constant growth rates. &XIyron Gordon

4 and Eli Shapiro w'ho helped Io nnlke this method svidely used. referred Io Williams lvork

5 in their paper published in 1956 -I=.quipment Analysis: The Required Rate of Prollt.-

C. Crrrrsrarrr Crrrr«rlr Frrrm rr lire DCF )to&le/

7 Q. YOU STATE YOU USED THF. CO'XSTAVT CROIVTH FOR31 OF THF. DCF

8 IIODEL. lVHAT IS THE CO iSTAis&T GROI&VTH FORM OF THF. DCF &IIODEL".

9 A. The constant gross1h form of the DCF model is a form of the DCF method that can be used

10 in determining the cost of equity svhen investors can reasonably espect tllat the grow1hol'1
retained earnings and dividends svill be constant.

12 Retained earnings arc funds that a company keeps in its treasun. so that it is

13 available for future nccds. such as operating chpcnscs, capital cspcnditures. debt payments.

14 and nesv investments. These retained earning» show investors svhcthcr thc companv is

15 grosving which. in turn, is a measure of the luture indicator ot dividends and thc value of a

16 coul pany s stock.

17 Q. DESCRIIIE HO)V 'I'HE COVSTAVT (iROtVTH 3'IODEL I&VORKS.

18 A. The constant grossch model is dcscribcd by this equation k— [)/P + g. where:'9
20

21

22

23

k= cost of equity:
D=Dividend: and
P=lvlarket price ol'stock at time ol the anal& sis.

'uld svhcfc:

g=tbc grouch rate. svhcrc g= br + sv:

"'. BFRNSTFIN, Cap/ra/ I&karr The l&nprohahle Orig/&is of,llv&lera II'rdl 8&reer (The Free Press, 0 1992).

" M. GORDON. Cosr ofCayiral rv a I'rrhlic Urilir). ai 32-33 (MSU Public tllitily Studies 1974).
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